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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the editor
of the Students’ Department.]

Examination in Accounting Theory and Practice—Part II
November 14, 1930, 1 P. M. to 6 P. M.

The candidate must answer all the following questions:
No. 3 (27 points):
The Pine Lumber Company is the owner of a tract of timber, of which it is
estimated there will be 1,330,000,000 feet remaining to be cut at January 1,
1931. It intends to cut off this timber and manufacture it over the ensuing
ten years, and its present plant, main-line railroad and equipment will be
adequate for that purpose with normal replacements.
In the analysis of the accounts for the three years ended June 30, 1930, the
following items of expenditure were shown:

$385,750
101,070
116,480
217,300

New plant extension...............................................................................
Plant and main-line railroad replacements.........................................
Equipment replacements.......................................................................
Construction of logging spurs...............................................................

$820,600

Plant and main-line railroad replacements as above may be considered
normal for a three-year period under the usual operating conditions. Equipment
replacements may, likewise, be assumed to be normal, but it is to be expected
that necessary purchases of new equipment will depend on the number of feet cut.
It is estimated that the construction of logging-railroad spurs into 1,000,000,000 feet of the remaining timber will cost $900,000; spurs already con
structed are available for logging 330,000,000 feet.
The company’s operations for the three years from June 30, 1927, to June
30, 1930, during which it manufactured 364,000,000 feet of lumber, are sum
marized as follows:
Net sales of lumber and inventory adjustments............
$8,736,000
Cost of sales:
Logging, manufacturing labor and expense................ $6,576,770
Amortization of logging-railroad spurs.......................
172,900
Depreciation, plant and main-line railroad................
213,500
Depreciation, equipment...............................................
133,910
Depletion of timber........................................................
728,000 7,825,080

Gross profit..........................................................................
Selling and administrative expenses, taxes, etc..............

$ 910,920
976,230

Operating loss......................................................................
Interest paid........................................................................

$

Net loss for the three-year period....................................

$ 224,160
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In order to liquidate all of its present indebtedness, the company is about
to negotiate a loan for $1,000,000, to be dated January 1, 1931, with interest
at 6 per cent. per annum on the unpaid balance, the principal payable in ten
equal annual instalments beginning December 31, 1931.
Using sales prices and expenditures as experienced for the three years to
June 30, 1930, as a basis:
Prepare a statement of the “conversion value” of the timber remaining at
January 1, 1931, that is, the cash funds to be realized from the operations of
the company available for liquidation of the principal under the proposed loan
or for other purposes. Calculate the “conversion value” or cash funds to be
realized per thousand feet of timber to be cut, to the nearest tenth of a cent.
Prepare also a statement comparing payments to be met in each year under
the proposed loan with the cash funds to be available each year, assuming that
all the timber will be cut and manufactured in equal annual amounts.
Note.—The foregoing relates to the determination of “conversion value”
now commonly required by long-term creditors of timber operators, and
requires statements other than the orthodox balance-sheet and profit-and-loss
statement.
Solution:

The Pine Lumber Company
Statement of the “conversion value” of timber, January 1, 1931

Cash funds to be realized................................................

Less:
Cash to be expended:
Replacements and construction:
Plant and main-line railroad re
$
placements .............................
Equipment replacements.............
Construction of logging spurs . . .

Amount
$31,920,000

336,900
425,600
900,000

Total replacements and con
struction .............................

$

$ 1,662,500

Manufacturing, selling and other
expenses:
Logging, manufacturing, labor,
$24,030,500
and expense...........................
Selling and administrative ex
penses, taxes, etc..........3,567,000

Total manufacturing, selling
and other expenses...........

Per
1,000
feet
$24.00

.253
.320
.677

$ 1.25

$18,068
2.682

$27,597,500

$20.75

Total cash to be expended before payments of principal
and interest on proposed loan................................. $29,260,000 $22.00

“Conversion value” of timber.......................................
Less—interest payments on proposed loan...................
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$ 2,660,000
330,000

$ 2.00
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“Conversion value” of timber after payments for
interest........................................................................ $ 2,330,000 $ 1.752
Less—payment of principal of proposed loan..............
1,000,000
.752
Balance of cash funds available to stockholders........

$ 1,330,000

$ 1.00

The Pine Lumber Company
Working papers

Statement of “conversion value” of timber, January 1, 1931
To be realized
during ten-year
For three years
period ended
December 31, 1940
ended June 30, 1930
Per
1,000
Amount
feet
1,330,000 feet

Per
1,000
Amount
feet
364,000,000 feet

Production
Cash funds to be realized from
$8,736,000 $24.00
net sales..............................
Less—cash to be expended:
Plant and main-line railroad
$ 101,070
replacements..............
Equipment replacements . . .
116,480
217,300
Construction of logging spurs
(Estimated for the ten-year
period).....................
Logging, manufacturing la
6,576,770
bor and expense............
Selling, and administrative
976,230
expenses, taxes, etc.......

$

$31,920,000

.278 $
.320
.597

336,900
425,600

$24.00

$

.253
.320

900,000

. 677

18.068

24,030,500

18.068

2.682

3,567,000

2.682

$7,987,850 $21,945

$29,260,000

$22.00

Funds available for payment of
$ 748,150 $ 2.055
loan and interest...............

$ 2,660,000

$ 2.00

Total...............................

Note.—The estimates in the above statement are all based upon the cost per
thousand feet of lumber manufactured (364,000,000 feet) during the threeyear period ended June 30, 1930, with the exception of
(1) Plant and main-line railroad replacements, and
(2) Construction of logging spurs.
The problem states that “plant and main-line railroad replacements . . .
may be considered normal for a three-year period under the usual operating
conditions,” and, further, that the estimated cost of construction of logging
railroad spurs into one million feet of the remaining timber will cost $900,000.
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In the statement on page 300 comparing the cash payments to be met each
year, the disbursements for constructing the logging spur are recorded at
$119,700 per annum for the first seven years and the remainder $62,100 is
charged against the eighth year, inasmuch as the company apparently is re
quired to expend this cost in advance of actual operations in the uncut timber.
This treatment is based on the statement that “spurs already constructed are
available for logging 330,000 feet” after January 1, 1931.

No. 4 (15 points):
You foot the cashbook of the M Manufacturing Company for October,
1930, reconcile the bank accounts as at the close of business on October 31,
1930, and list the cash and cash items on hand at the beginning of business the
following morning, with results as follows:
Cash in bank and on hand at close of business on October 31,
1930, including office cash fund of $3,500, ascertained as
follows:
Balance as at September 30, 1930.............................................
Receipts for October.....................................................................

$ 26,250.25
179,750.00

Payments during October............................................................

$206,000.25
174,311.42

Balance as at October 31, 1930, per cashbook.........................

$ 31,688.83

Bank balances, as reconciled:
First National Bank, Blankville................................................
Downtown Trust Company........................................................
Downtown Trust Company—Payroll account........................
Cash and cash items on hand:
Cash................................................................................................
*Receipt of mail clerk for postage fund......................................
*Receipt of shipping clerk for expressage fund..........................
Unentered vouchers for sundry payments made in cash........
I. O. U. ’s for payroll advances (approved by factory manager)
Cheque dated September 15, 1930, cashed for purchasing
agent, returned by bank September 22, 1930, “account
insufficient funds”; purchasing agent has promised to
“make good”............................................................................
Cheque of cashier, dated October 31, 1930, which he states
was to cover cash withdrawn by him for personal use....
Unentered cheque from the Transylvania Railway Co., dated
October 20, 1930, which, according to the covering letter
in the files, was received October 22, 1930, and relates to a
claim filed by the M Manufacturing Company under date
of June 9, 1930..........................................................................
Cheque of Green & Co. for bill of M Manufacturing Company,
dated September 20, 1930, returned by bank October 31,
1930, account payment having been stopped by Green &
Co.............................................................................................
Undeposited cheques from customers, as follow:
Clark & Son, dated September 22, 1930, entered in cash
book September 24, 1930.................................................
Jackson & Bro., dated September 22, 1930, entered in
cashbook September 24, 1930.........................................
Miller & King, dated September 26, 1930, entered in cash
book September 29, 1930.................................................

$ 21,413.28
5,260.10
1,515.45
1,189.32
25.00
10.00
504.87
213.43

100.00
50.00

124.65

358.95
287.50
240.75

394.60

*Assume that these funds were checked later on the same day and found to be in order.
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Totals

1934
1935
1936
1937
1938
1939
1940

$31,920,000

$ 3,192,000
3,192,000
3,192,000
3,192,000
3,192,000
3,192,000
3,192,000
3,192,000
3,192,000
3,192,000

Year ending
Cash
December available
31
from sales

1931
1932
1933

T he P ine L umber Company

$

$762,500

76,250
76,250
76,250
76,250
76,250
76,250
76,250
76,250
76,250
76,250

Replace
ments

$900,000

$119,700
119,700
119,700
119,700
119,700
119,700
119,700
62,100

spur

logging

Construc
tion of

$27,597,500

expenses
$ 2,759,750
2,759,750
2,759,750
2,759,750
2,759,750
2,759,750
2,759,750
2,759,750
2,759,750
2,759,750

Manufac
turing
selling and
other

$29,260,000

$ 2,955,700
2,955,700
2,955,700
2,955,700
2,955,700
2,955,700
2,955,700
2,898,100
2,836,000
2,836,000

interest

before

Total ex
penditures

$2,660,000

$ 236,300
236,300
236,300
236,300
236,300
236,300
236,300
293,900
356,000
356,000

timber

sion
value of

Conver

$330,000

18,000
12,000
6,000

expense
$ 60,000
54,000
48,000
42,000
36,000
30,000
24,000

Interest

Statement comparing payments to be met under the proposed loan for the period, January
Cash to be expended

$2,330,000

182,300
188,300
194,300
200,300
206,300
212,300
275,900
344,000
350,000

$ 176,300

100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000

$1,000,000

$

Loan
payments

Accu
mulative
76,300 $ 76,300
82,300
158,600
88,300
246,900
94,300
341,200
100,300
441,500
106,300
547,800
112,300
660,100
175,900
836,000
244,000
1,080,000
250,000
1,330,000

$1,330,000

$

By
years

Available for stockholders

to December 31, 1940

Balance
available
for
loan

1, 1931,
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Thompson Stores, Inc., dated September 29, 1930, to be
entered in cashbook as of November 1, 1930............... $
150.30
Retail-stores collections to noon, October 31, 1930, to be
deposited and entered in cashbook as of November 1,
1930.....................................................................................
211.45
Consider the propriety of the foregoing items and list any that you would
be prepared to exclude in ascertaining the actual status of the cash account.
Give reason for exclusion in each case.

Solution:
If the office cash fund of $3,500 included in the auditor’s reconciliation of the
cash accounts is eliminated from the balance which he used as at September 30,
1930, it would appear that his reconciliation of the bank accounts as stated is
correct.

Balance as at September 30, 1930............................. $26,250.25
Less—office cash fund...................................................
3,500.00
Adjusted balance as at September 30, 1930.............
Receipts for October....................................................

$ 22,750.25
179,750.00

Total.......................................................................
Payments during October...........................................

$202,500.25
174,311.42

Adjusted balance as at October 31, 1930, per cash
book (bank accounts only)..................................

$ 28,188.83

Bank balances as reconciled:
First National Bank, Blankville............................. $21,413.28
Downtown Trust Company....................................
5,260.10
Downtown Trust Company, payroll account. . .
1,515.45
Total bank balances.............................................

$ 28,188.83

Subject to the acceptance that the “bank balances, as reconciled” by the
auditor, are correct, the candidate may devote his entire attention to the office
cash fund of $3,500 for which the cashier is accountable. The following items
of cash or authorized payments of cash for which he had not been reimbursed at
the time of the examination may be accepted in determining the status of his
cash account:
Cash on hand....................................................................................... $
Receipt of mailing clerk for postage fund.......................................
Receipt of shipping clerk for express fund.....................................
Unentered vouchers for sundry payments made in cash.............
If these vouchers were properly authorized they should be
charged to the respective expense accounts and credited to
office cash-fund account.
I. O. U.’s for payroll advances (approved by factory
manager).....................................................................
213.43
Cheque dated September 15, 1930, cashed for pur
chasing agent.........................................................
100.00
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Cheque of cashier......................................................... $
The three foregoing items should be charged to
an account “advances to employees” and credited
to office cash-fund account.

50.00

Total cash or “cash items”................................
Apparent shortage, subject to revision.....................

$

2,092.62
1,407.38

Total.......................................................................

$

3,500.00

The auditor is confronted with many points which require explanation on the
part of the cashier, which should be put to him immediately. Why has he not
deposited the following cheques bearing September dates? And why have the
first three been entered in the cash book during September, although the last
one was not entered?
Entered in cashbook during September:
$
Clark and Son.......................................................
Jackson and Bro........................................................
Miller and King.........................................................

287.50
240.75
394.60 $

Not entered:
Thompson Stores, Inc...............................................

Total.......................................................................

922.85

150.30
$

1,073.15

These cheques should be immediately deposited to ascertain their collectibil
ity, along with the cheque of the cashier for $50.00, and that of the Transylvania
Railway Co., $124.65. The procedure of the auditor will depend upon the
information given to him by the cashier in reply to the above questions. The
candidate, however, may proceed on the assumption, inasmuch as the problem
definitely states that the cashbook for the month of October was footed, and
further that the auditor based his reconciliation upon a balance at September
30, 1930, which apparently was not verified by him, that this balance at Sep
tember 30, 1930, was incorrect. If the bank account on the books was charged
with the three cheques of $922.85 received and entered in the cash book during
September, but not deposited, any reconciliation of the bank account per
books and the bank account per the bank statements would have to consider
these cheques as a reduction of the bank balance per the books. In other
words, when the cashier entered these remittances in the cash book and posted
them to his bank account he charged this account with $922.85 more than was
deposited and credited to the company’s account by the bank. However, in
view of the nature and treatment of other items and transactions affecting the
cash account it appears that the cashier has been attempting to cover up a
shortage. The assumption seems reasonable, that, although he entered these
cheques in the cash book, and posted the credit to the customers’ accounts, he
“short-footed” the cash book, in order that the bank accounts on the books
would not be charged with this undeposited $922.85, and thus, would be in
agreement with the amount credited by the bank. Therefore, this amount
should be excluded in considering the status of the cash account.

302

Students' Department
The cheque of Thompson Stores, Inc. ($150.30), was neither entered in the
cashbook nor deposited (and credited by the bank). Because it was taken up
by neither, the item may be excluded until entered and deposited. The same
applies to the remittance from the Transylvania Railway Co. ($124.65), which
should, however, be entered, deposited and credited to “claims” account.
The cheque of Green & Co., for bill of M Manufacturing Company ($358.95)
dated September 20, 1930, returned by the bank October 31, 1930, because
payment was stopped by Green & Co., should be excluded. The cashier
should be questioned to ascertain why the cheque was held from September 20,
1930, to the date of deposit (assumedly just prior to October 31, 1930). When
payment is stopped on a cheque deposited, the bank may require a cheque
from, or may charge the protested cheque to the account of the depositing
company. Payment by currency would be most unusual. The auditor should
determine what method was followed by the bank, and learn if the bank bal
ance had been reduced by the amount of the cheque. If his reconciliation is
not affected in any way, that is, if both the bank accounts per books, and per
bank statements were reduced, Green & Co. should be charged with the amount
of the protested cheque. The auditor should, however, refer to the account
with Green & Co., to learn if that were in order.
Retail stores collections to noon, October 31, 1930, to be deposited and en
tered in cash book as of November 1, 1930, should be excluded in verifying the
cash account as of October 31, 1930, unless the office cash-fund account was
increased by the $211.45 which could be credited to cash sales and/or accounts
receivable.
The cheque of the cashier dated October 31, 1930, should be questioned as to
collectibility. If uncollectible, it should, of course, be excluded from the cash
items listed above. It should be further noted that the receipts of payments
made to the mail and shipping clerks were included as cash. These funds
which were checked “later on the same day and found to be in order” should
have been verified simultaneously with the cash in the custody of the cashier.
The auditor is subject to criticism in not following the accepted principle of
maintaining control of all cash until verified.
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